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INRE:

Application of United Utility Companies,

Inc. for adjustment of rates and

charges for the provision of water
and sewer service.

DIRECT TESTIMONY

OF

STEVEN M. LUBERTOZZI

Q.

A.

Please state your name, occupation and business address for the record.

My name is Steven M. Lubertozzi. I am employed as the Director ofRegulffl_/rv_ceo.ur_hg I ,, _8_f

at Utlhtles, Inc,. 2335 Sanders Road, Northbrook, Ilhnols 60062. t_:_tit7 ,:_.,_.. i :' _:: 'i;_ ....... i'll i:

What is your professional background? .... V

I have been employed by Utilities, Inc. since June of 2001. Since that time I have been

involved in many phases of rate-making in several regulatory jurisdictions. I graduated from

Indiana University in 1990, with a bachelors degree and am a Certified Public Accountant.

I had four years of public accounting/financial analysis experience prior to joining Utilities,

Inc. I am a member of the American Institute of Certified Public Accountants, the Illinois

CPA Society, and an Associate member of the Association'of Certified Fraud Examiners.

I have successfully completed the Eastern Utility Rate School that NARUC and Florida State

University co-sponsor and I have testified before the Illinois Commerce Commission.

Q. Would you please explain your job responsibilities at Utilities, Inc.?

A. My responsibilities encompass all aspects of utility commission regulation in fifteen of the

states where Utilities, Inc. operates (Georgia does not regulate water and sewer utilities).
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These duties include preparation of rate case applications, coordinating commission audits,

developing and delivering testimony before utility commissions and obtaining commission

approval of territory expansions.

What is United Utility Companies, Inc.?

United Utility Companies, Inc. (UUC or the "Company") is a wholly owned subsidiary of

Utilities, Inc. ("UI"). UUC was incorporated in 1975 for the purpose of owning and

operating water and wastewater utility systems in two upstate South Carolina. As Mr. Daniel

discusses in greater detail in his testimony, many of these smaller systems had experienced

regulatory difficulty and, combined with the economies of scale which could be realized

from their consolidation, it made regulatory and business sense to create UUC. Since that

time, and under the Commission's oversight, UUC has grown to serve approximately 90

water and 1,400 wastewater customers located in six counties across the state. UUC

maintains its operations and customer service office in West Columbia, South Carolina and

customer payments, meter readings and service orders are processed from this office.

Administrative functions such as regulatory services, management, accounting, human

resources, and data processing are performed from the Utilities, Inc., office in Northbrook,

Illinois.

What is the purpose of your testimony?

The purpose of my testimony is to sponsor the Application ("Application") of UUC for an

increase in its rates for water and sewer services provided to its service area in South

Carolina, which was filed with the Commission on September 24, 2001.

Why is UUC requesting rate relief at this time?
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Q.

A.

Q.

A.

Q.

It has been over eleven years since the Commission last authorized UUC to increase its water

and sewer rates, and for the test year ended December 31, 2000, UUC had negative Net

Operating Income and a negative return on its rate base. In addition, as time passes, the need

for rate relief will increase. The basic cost of living has increased between twenty-five and

thirty-five percent in that time period. Environmental compliance costs have likewise

increased. Without satisfactory rate relief, UUC's ability to continue to provide safe, reliable

and efficient water and sewer utility services to its customers will be placed in jeopardy, and

UUC will be unable to meet its financial obligations. In addition, capital will become more

costly.

Please describe the Company's application.

In addition to the proposed rate schedule, the Application contains financial statements

consisting of a balance sheet, income statements, rate base and rate of return schedule, a test

year revenue calculation under current rates, a revenue calculation under proposed rates, and

a schedule of current and projected Customers. Also included are the most recent approval

letters from DHEC and a sample customer bill form.

What are the proposed changes to the Company's Water Rate Schedule?

Schedule E under Tab B &the Application contains the Company's Schedule of Proposed

Water Rates and Charges. The Company has proposed to increase the water customers'

Residential Base Facility Charge from the current charge of $9.00 per month to $11.50 per

month and the Usage Charge from $3.50 per 1,000 gallons to $4.50 per 1,000 gallons.

What is the impact of the proposed water rate changes?
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Q.

A.

The impact of the proposed rate changes on UUC's water customers is, on average, an

increase of $9.47 per month or 28%.

What changes to the Company's Sewer Rate Schedule are proposed?

The Company proposes to increase its monthly charge for sewer to $53.50 per single family

equivalent, or SFE, except for mobile homes. Residences have an SFE of one, while

commercial SFE's vary. Mobile home monthly sewer rates are proposed to increase to $40.

For collection-only customers, the sewer rate is proposed to increase to $27.50.

What is the impact of the proposed sewer rate changes?

The impact &the proposed sewer rate changes is an increase of$11.00 to $24.50 depending

upon the type of customer, which equates to a 38% to 84% increase.

Mr. Lubertozzi, did you prepare the Financial Statements provided under Tab B of the

Application?

Yes I did.

Would you please describe the content of the Financial Statements?

Yes. The Financial Statements and related schedules submitted with the application consist

of a Balance Sheet, Income Statement, Rate Base and Rate of Return, Consumption Analysis

under Present rates and Consumption Analysis under Proposed rates. The test year chosen

is the year ended December 31, 2000, which was the most recent twelve-month period

available at the time &the Company's filing. Schedule A is the Balance Sheet, which shows

that at the end of the test year UUC had assets of approximately $2.9 million. This includes

approximately $2.8 million of Net Utility Plant. Schedule B is the Income Statement for the

test year and is comprised of four pages. Page 1 is the Income Statement for Combined
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Operations; page 2 is the Income Statement for Water Operations; page 3 is the Income

Statement for Sewer Operations, and; page 4 is a list of brief explanations for the pro forma

adjustments made to the various Income Statements. Schedule C is the Rate Base and Rate

of Return Statement and is comprised of three pages. Page 1 is the Rate Base and Rate of

Return Statement for Combined Operations; page 2 is the Rate Base and Rate of Return

Statement for Water Operations, and; page 3 is the Rate Base and Rate of Return Statement

for Sewer Operations. Schedule D is the Consumption Analysis under Present rates, and

Schedule E is the calculation of revenues under Proposed Rates. Since they were filed,

Schedules B and C have been revised to correct an error in the pro forma plant shown in the

original schedule C.

Would you please provide a brief explanation of the proforma adjustments included

on Schedule B?

Yes. Operator and Office salaries were annualized as of December 31, 2000. Pension &

Other Benefits were annualized to match end of test year salaries and wages. Regulatory

Commission Expense was adjusted to reflect the cost of this proceeding amortized over a

three-year period, Depreciation Expense was adjusted to reflect the annualized depreciation

expense on end of test year plant as well as pro forma additions to plant. Taxes other than

income have been adjusted for changes in the payroll taxes based on current tax rates and

annualized salary figures as discussed above. In addition, the Regulatory Commission Tax

was adjusted to an estimated increase in the assessment by the PSC. Gross Receipts Taxes

were annualized on revenues under present and proposed rates. State and Federal Income

taxes were calculated at the current rates of 5% and 34%, respectively. AFUDC is
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eliminated for ratemaking purposes. Interest Expense was synchronized using the capital

structure of the consolidated Utilities, Inc. group of companies, consisting of a debt / equity

ratio of 50.02% /49.98% and an embedded cost of debt of 8.62%.

What is set forth in Schedule C?

Schedule C is the Rate Base and Rate of Return Statement. As of December 31, 2000, UUC

has a rate base of approximately one million dollars. As indicated on page 1 of Schedule C,

UUC had a negative return on rate base during the test year.

Would you describe the Pro Forma adjustments to Schedule C?

There are two adjustments to the end of test year rate base. Working capital has previously

been used in UUC rate cases and is again used in this proceeding. Working capital is

calculated at 1/8 of test year's operating expenses. A pro forma adjustment is made to

working capital to match the pro forma operating expenses. The other rate base adjustment

indicated on Schedule C is to reflect capital projects that were underway but not yet complete

as of the end of the test year. These Pro Forma Plant projects are needed to provide

customers with safe and reliable sewer service.

Why has the Company requested that the Commission determine the revenue

requirement in this proceeding using the rate of return on rate base methodology?

Heretofore, UUC's rates were set by the Commission using a variation of the operating ratio

approach. In its Order Number 90-651, issued July 16, 1990 in Docket Number 89-602-W/S,

the Commission determined that it would use the operating ratio and/or operating margin as

guides in determining just and reasonable rates. The Commission described operating ratio

as the percentage obtained by dividing total operating expenses by operating revenues and
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noted that operatingmargin is the obversesideof this calculationandis determinedby

dividingthenet operatingincomefor returnbythetotal operatingrevenuesof theutility.

Why do you refer to this approach as a variation of the operating ratio approach?

First, as the Commission itself noted in Order Number 90-651, its operating margin

calculation is the obverse calculation of operating ratio. Secondly, the regulatory, finance,

and accounting literature relating to public utilities does not recognize operating margin as

a ratemaking approach, but instead discusses operating ratio. Third, as described in the

literature, the operating ratio approach is defined as a process in which a utility's revenue

requirement is determined by dividing operating expenses by a target operating ratio that the

regulatory body deems necessary to permit the utility to generate revenues adequate to cover

operating expenses, depreciation, taxes and capital costs.

Would you please identify the literature you are referring to?

There are a number of works which refer to operating ratio as a ratemaking approach. One

such publication is Accounting for Public Utilities by Robert L. Hahne and Gregory E. Aliff,

which describes operating ratio methodology as being particularly appropriate for application

in the transportation industry because most of the equipment employed in that industry is

leased. In discussing application of the operating ratio approach to water and wastewater

utilities, at page 3-5 of this publication the authors state:

Other examples of companies not having the attributes that are
conducive to rate base/rate of return measurements are found in the

water/wastewater industry. Although water/wastewater companies

are capital intensive, many situations exist in which customers

provide substantial portions of the capital funds in the form of

contributions in aid of construction. These customer-provided funds

are normally deducted from the rate base and often result in nominal

7
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(or even negative) rate base amounts. If the capital that investors

supply is relatively insignificant or even nonexistent, that capital

does not provide an adequate foundation for using the rate base/rate

of return measure of service costs, and an alternative measure, such

as the operating ratio, is applied.

A copy of the portions of this publication to which I refer are attached in the Appendix to my

testimony. Another such publication is the course materials prepared by Dr. Janice A.

Beecher, then Director of Regulatory Studies for the Center for Urban Policy and the

Environment at Indiana University, for the NARUC Water Committee Eastern Utility Rate

School conducted in October of 1997. Dr. B eecher's materials recognize that the operating

ratio method is a "[m]odification of [t]raditional [r]egulation" that "is used for smaller

systems with little or no rate base". A copy of these course materials are also included in

the Appendix to my testimony. A third such publication is the Deloitte & Touche Public

Utilities Manual, A Service for Public Utilities, which simply identifies the operating ratio

methodology as one of three ratemaking methods traditionally employed, with cost of service

and debt service being the other two. Deloitte & Touche notes that the operating ratio

methodology is rarely used except in the transportation industry and do not discuss it further

in their publication. A copy of the portion of this publication referencing operating ratio is

also included in the Appendix to my testimony:

Is the operating margin or operating ratio approach utilized by any of the other state

regulatory bodies with jurisdiction over other subsidiaries of Utilities, Inc?

None of the Company's sister subsidiaries are regulated by a state utility commission that

employs the operating margin approach used by the Public Service Commission of South

Carolina. Only one state utility commission, the North Carolina Utilities Commission,
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employs the operating ratio methodology to regulate our sister subsidiaries. And, there, the

policy is that the operating ratio approach is employed only where it generates more revenue

than does the rate of return on rate base approach. As I mentioned earlier, the Company's

sister subsidiaries operate in fifteen states.

What conclusions do you draw from the literature, Mr. Lubertozzi?

It is clear from the literature that the rate of return methodology is the ratemaking approach

traditionally employed in the regulation of public utility rates and that the operating ratio

methodology is rarely used. Operating margin is not recognized as an alternative. Moreover,

in the case of water and sewer utilities, operating ratio is only appropriate for use when there

is little or no investor supplied capital. Stated another way, where a water or sewer utility

has no significant rate base, the rate of return approach is not appropriate.

What has been the experience of Utilities, Inc. subsidiary in other states?

Our experience has been that the only recognized alternative method to rate of return on rate

base regulation for water and sewer utilities is operating ratio and that it is employed only

in one state, for smaller companies that have little or no rate base, are incapable of having

a well-defined capital structure, have a cost of capital which cannot be easily determined and

which will benefit on the revenue side when the alternative is employed.

Does the Company fit the profile of a water or wastewater utility for which the

operating ratio/operating margin method is appropriate?

Definitely not. The Company has a rate base in excess of $1,000,000 of investor provided

capital. This is a substantial and is certainly neither nominal nor insignificant. And, the

Company's capital structure is well defined as can be gleaned from the testimony of
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CompanywitnessAhem. Use of our parent's capital structure is in keeping with generally

accepted cost of capital analyses among regulatory bodies and has been approved by this

Commission in other cases - particularly those involving the telephone industry. And, also

as Ms. Ahern's testimony reflects, our cost of capital is easily determined.

Is rate of return on rate base treatment appropriate for the Company?

Absolutely. The Company has a substantial rate base and needs to earn a rate of return that

is sufficient to obtain the necessary equity and debt capital that a larger utility needs for

sound operation.

Does this conclude your testimony at this time?

Yes, it does.

U:\CWS\United UtilitykRate CasekPleadings\TestimonykLubertozzi Tetimony.wpd
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§ 3.0111] ACCOUNTING FOR PUBLIC UTILITIES 3--2

balancing of these two positions is difficult even in stable economic

periods. The economic problems of the 1970s, stemming largely
from inflation and steep increases in energy costs, resulted in consid-

erable attention being focused on the ratemaking process and have
led all interested parties to scrutinize ratemaking methods, their

significant components, and their resulting effect on utility prices.

Part II of this book examines the subject of ratemaking. Chapter

3 briefly describes the ratemaking environment and surveys the most

important rate.making styles. Chapter 4 addresses the major factors
considered in determining the rate base (the investor-supplied plant

facilities and other assets that provide utility services), including the

costing method to be used, the time period to be considered, and
the components to be included. Chapter 5 focuses specifically on

the working capital component of the rate base, with special atten-

tion given to cash working capital or those funds needed to cover

the lag between required service expenditures and collections re-
ceived for that service. Chapter 6 deals with depreciation and

analyzes the methods used for calculating periodic recovery of

capital expenditures. Chapter 7 discusses the selection of the test

period used in estimating utility cost of service and the method and

timing by which test period data are accumulated.

Chapter 8 describes the phenomenon of attrition, which occurs
when revenues consistently fail to keep pace with expenses and a

pattern of declining earnings emerges. The causes of, and potential
remedies for, this situation are discussed. Chapter 9 covers the prin-

ciples used in determining what constitutes a fair rate of return as
well as the various methods employed in that determination. Chap-

ter 10 addresses the actual pricing of utility services, including rate

design with its attendant procedures.

A fundamental aspect of ratemaking considerations is utility taxa-

tion, particularly federal income taxes. The complexities of this topic

are dealt with in Chapter 17.

§ 3.01 Overview of Ratemaking Approaches

[1] In General

Historically, the rate base/rate of return approach has been the

most prominent style of ratemaking in determining revenue require-
ments. As is developed more fully in § 3.02 below, this approach

(Matthew Bender & Co., Inc.) (ReI. 10-1 |/93 Pub.016)
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measures investment in plant plus related support items, such as

inventories and cash working capital requirements. Other ap-

proaches to measuring the revenue levels required to cover service

costs, however, have been employed by regulators on occasion.

Among the various approaches that have been used are the follow-
ing:

(1) Rate base/rate of return approach--Under the rate base/rate

of return approach, revenue requirements equal the total of:

(a) operation and maintenance expenses;

(b) depreciation;

(c) taxes; and

(d) cost of capital invested in the rate base (i.e., the amount

produced by multiplying the rate base by an appropriate
rate of return).

The rate base/rate of return approach is widely used in rate

proceedings involving investor-owned electric, telephone, and

natural gas transmission and distribution companies. These

companies are generally capital intensive, and the annual

cost of debt interest and equity earnings requirements is

a major component of the total cost of providing service.

(2) Debt service coverage approach--Under this approach, reve-

nue requirements equal the total of:

(a) operation and maintenance expenses;

(b) taxes; and

(c) debt service requirements (i.e., debt principal and inter-

est payments for the test period plus a specified "cover-
age" allowance in excess of the actual debt service

payments required).

This type of ratemaking approach is most often used in

highly leveraged systems (i.e., financed primarily, if not

entirely, by debt capital) in which common equity capital

is not sufficient to function as primary risk capital in

providing an adequate buffer against earnings volatility.

(3) Operating ratio approach--Under the operating ratio ap-

proach, revenue requirements are determined by dividing op-

erating expenses by a target operating ratio deemed necessary

(Matthew Bender & Co., Inc.) (Rc1.10-11/93 Pub.016)
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to produce revenues adequate to cover operating expenses

plus depreciation, taxes, and capital costs.

This measure is used primarily in rate proceedings of trans-

portation companies and, in some instances, in establishing

water or wastewater company rate levels. It has been used

as a substitute for the rate base/rate of return approach in

situations in which investor-provided capital and the related

capital costs have not been a significant factor in the total
cost of providing services.

[2] Considerations Affecting the Ratemaking Approach

The particular ratemaking approach used must fit into a frame-

work of conceptual, practical, and legal considerations.

[a] Conceptual

Conceptually, any of these approaches may be acceptable in the

determination of revenue requirements for a regulated utility. The
utility incurs costs in providing customer services and is entitled to

a reasonable opportunity to recover those costs (presumably in-

curred at reasonable levels for prudent purposes). Accordingly,

the ratemaking process, by whatever means employed, should result
in producing rates that, when applied to sales or to services ren-

dered, generate revenues equal to the cost of service incurred. This

is fundamental to traditional ratemaking philosophies and proce-

dures, and the structuring of the cost components in a particular

format (i.e., the style of ratemaking) should facilitate this objective.

[b] Practical

Practical considerations typically have more effect on the rate-

making style or format than conceptual considerations. Most often,

the physical, economic, and financial characteristics of the regulated

entity dictate the approach used. Capital intensive companies, such

as electric, gas, and telephone utilities, require large fixed invest-

ments in plant facilities and are generally financed with substantial

amounts of debt and equity capital. In these instances, the rate base

has a significant role in measuring service costs. Concurrently, the

capital markets provide a ready source of data for assessing the costs
of debt and equity capital supporting the rate base. These conditions

(Matthew Bender & Co., Inc.) (Rel.10-11/93 Pub.016)
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are ideally suited for application of the rate base/rate or return
measure.

Some regulated companies do not have the attributes that are

suited for rate base/rate of return applications. Transportation com-

panies, for example, generally are not capital intensive because so

many of them lease a large portion of the operating facilities. As

a result, operating costs dominate the cost of service, and capital
investment (and the related capital cost requirements) are much less

significant. In these situations, an alternative measure, such as the

operating ratio approach, is more useful in establishing revenue
levels required to offset the costs of service.

Other examples of companies not having the attributes that are

conducive to rate base/rate of return measurements are found in

the water/wastewater industry. Although water/wastewater compa-
nies are capital intensive, many situations exist in which customers

provide substantial portions of the capital funds in the form of

contributions in aid of construction. These customer-provided funds

are normally deducted from the rate base and often result in nominal
(or even negative) rate base amounts. If the capital that investors

supply is relatively insignificant or even nonexistent, that capital
does not provide an adequate foundation for using the rate base/rate

of return measure of service costs, and an alternative measure, such
as the operating ratio, is applied.

In addition, a utility may be involved in nonregulated or non juris-
dictional operations or in a variety of classes or types of service.

These conditions require practical considerations in choosing the

ratemaking approach to cost measurement. An example may be
given as follows:

(Matthew Bender & Co., Inc.)
_ (Rel.10-11/93 Pub.016)
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Types ofIncentiveRegulation

i

• : CO_ Indexing "

•._cenuveraisesof
•d.pnslzuctlon-c6=.!_enuves (targets)
•Pi_f_-sharlngbebke_ _ers and

shareholders

• Go.'mbinations .(suchas price caps and

i_d_ng)

I

ii,

British Pd.ce-Cap Model
!.

PC-- ._ level+ rPz -,-K
=

wl_ereK isa comt_te of:
"i • . s

iX = expe_'_l _ b _e future
iQ = exper_lWre onqua_, ¢nbm_w_wmbb

:S i enh_s_r'_Aae leval_¢X:gelt;frlum"

[

MuniciPal Contracts

; F[,,_nch• mcK_l.{,alsousesindexing)
• iPublic ownership and compel:lUre

!contract_ ge_rally displace:Independent
!economic reoulaUon

•,!Considerable Us_ in wastev_ter Industry,
!gainin9 populari_, in water

"i Competitively ib_ but very long l_rm
• _Concernabout.long-term Commimier¢ and
!Investment " '=

iu •

: -i

i

iii
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Alte.'mat_eiMethods of

• ::Ra.t_Design
1 " • : •

.:

Margi na_-oos_:pricing

S(nglc_r_r_f_ng

Value-o_.-service prying

f

: •

i

; P.ate/Oesign Issues

_;._orart?_ " "

diff_ult .and¢ohl;rove.rslai
i_icy _deoffs_ a_-_f_ng

_le of _n_e__ and su_oort
rncreaslr_g,exl_e_.rr_a_a.tlon In rate design
in,tutOrial legi_lmac-y(regulate% courts)

i

i

: Margfnal-Cost Pricing

• iEmb_dd.ed v- marginal or incremental _os_
• :Promotes efficiency and conservation

• :Economic _eoryv. real wodd
-:implementation,

• ,Revenue inst_abllity when used in
.ideterrnJning h_venue mqulrement_

• .iRate d_iign applications indude s_asonal

•,;and block p,r_tno .

J
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M_rginaFCo_ l_rl.dng

r

•. Pr_l .. I

. _ r_2

l

Example

i i i J

. Single-Tafiffpricing

i; I_nique issue for._l. I_. _utJlibl V, Sy,_em)

. ,_ ,_t_._. _ ,:0=t-_

• smmmtm'm,.,..4L.+.+.+.+.+.+.=,__t
• Z_efldsmato_ _ _m_ifles
• 9_x_m vk_ =_.-=m_ _.J_

"rrade-<:_ammtg,i:mlmyol_edives
• t_ in resbmctu_J.(aoquisiti_m)

• _mmis_n pol_/(rnaJorlbl approve)
• 0sadmC,reatBrltam(w_mmetered)

ii

Single-Tariff Pricing Example

System A (_1_aller)

::Stand-atone p_e $3.00/1,000 9allor_
;DWo'iClI_ $2,8011,000 gallons

•"Single-tarlff pdo_ $2.75/1,000 gallons

System B (targ_r_.
, stand,.'alor_ pcice $2,80/1,000 g_lUoru;
: o_su-_prlce:. $2..70/1,000Cartons

-! Single-:t_tff pitce t_.3S_,O00 g_llo¢_

i
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• A_ld_l CO= tO .'(:he:.b_ca. be the Ceiling

•
• Po_ntlal applk:_gns '

- _rg_velun_ ._e._ _
- b:.omp_dt_eo_tmt_ns
:- All;erlla_e di_; '.r_oluUon

= : •

I
; :
!

I

• a . ,

:i V_iue-_f-S_rvice Pricing
; :. • :

;, cost-of--oerv_'ev. '.value-of-service
• ! !

Willlngness-to-pay
.. . _ : ,

C_.ustomer preferences

• Equity or fairp_ss Issues

con'_etItN'eenVironments

i

..... J_,_
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